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Storm Warnings 


Lull in Defense Program’s Inflationary Pressure Points to Need for Future Counter- 


measures. 


by J. CAMERON THOMSON 


W: ARE now enjoying a lull in the inflationary pressure which swelled up after the attack 
in Korea. During most of the last year, the inflationary pressure ran ahead of the direct 


inflationary force of the defense program, as 
consumers and businesses were stocking up in 
anticipation of future price increases that 
would result when the program reached 
planned levels. 

But now anticipatory inflationary pressure has 
slackened; consumers and businesses are well 
stocked; and we are still feeling the effects of the 
large Federal budget surplus of early 1951 and the 
recent credit control measures. 

It might almost be said that the economy is now 
waiting for the inflationary force of the defense pro- 
gram to gather more momentum. This force will 
mount and will almost certainly give us another 
powerful inflationary movement unless _ strong 
counter-measures are taken. 

Looking back now, two main financial develop- 
ments appear to have characterized the first year of 
the post-Korean defense program. 

One of these was a huge expansion in private 
investment. The annual rate of gross private invest- 
ment expenditures, including expenditures for plant 
and equipment, new housing, and additions to 
inventories increased by $16 billion from the second 
quarter of 1950 to the second quarter of 1951. Much 
of this was financed by credit expansion, including 
a big increase in the extension of bank credit to 
private borrowers. The other main development was 
a very large cash surplus in the Federal budget, 
approximately $7.5 billion. 

This combination, on the whole, was an appro- 
priate pattern for the first year of the defense effort. 
The increase in private investment served to boost 
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production to near maximum levels much faster than 
would otherwise have occurred. Also, the private 
investment during this period helped to pave the 
way for a future increase in production which will 
be urgently needed. The increase of business and 
consumers’ inventories will make it easier for the 
civilian economy to bear the cutbacks in civilian 
supply that will be required as defense production 
rises toward its planned peak. 


The general pattern of a government surplus off- 
setting a private credit expansion was appropriate 
to the conditions, and the record of financial policy 
was on the whole impressive. Yet it is quite apparent 
that the extent of the offset was inadequate .. . in 
looking ahead to policy for the future, it is worth- 
while to consider in what respects the policy of the 
past year was inadequate. 

In view of the fact that there were two substantial 
tax increases within a six months period, it would 
probably be unrealistic to say that taxes should 
have been raised further to get a cash budget surplus 
much larger than $7.5 billion. However, a larger 
surplus would have been helpful and could have 
been achieved. It could have been achieved by a 
more vigorous effort to reduce government expendi- 
tures that are not absolutely essential in this defense 
emergency period. As a result of the sharp increase 
in business activity there were automatic reductions 
in certain categories of Federal expenditures — for 
example, in expenditures for farm price support, 
for veterans’ education, and for unemployment com- 
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pensation. Beyond this, in areas where deliberate 
action would have been needed to hold expenditures 
down, there was very little evidence of any success- 
ful efforts at economy. This was one of the most 
serious and least excusable deficiencies of policy 
in the first defense year. 


While they were substantial in total amount, the 
tax increases of the year were not of the kind most 
useful in restraining inflation without impeding 
production. About two-thirds of the total increase 
in taxes consisted of increases in corporate taxes. 
including the reimposition of an excess profits tax. 
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unavoidably, in a way which allowed a great many 
commitments to get in under the wire, so that its 
effect did not begin to be felt until last Spring. . . 

Finally, effective steps were not taken to promote 
private saving. If the necessary expansion of private 
investment had been offset not only by public saving 
via the government surplus, but also by an increase 
in private savings, the inflationary pressure of the 
past year could have been very much reduced . . . 

The prospect for the next year and beyond is 
plainly dominated by the huge increases planned in 
Federal expenditures. Current estimates suggest that 


J. CAMERON THOMSON is President of the Northwest Bancorporation of 


Minneapolis, Minn., a holding company owning the majority of stock in seventy 


affiliated banks in seven states. He is Chairman of the Committee for Economic 


Development’s subcommittee on monetary, fiscal and debt management policy. 





These corporate tax increases contribute less than 
do other kinds of taxes to the restraint of private 
expenditure, which is the main contribution that 
higher taxes can make to the control of inflation. 
And, insofar as the corporate taxes do restrain pri- 
vate expenditures, they tend especially to restrain 
private investment expenditure. This is especially 
undesirable in an economy which is striving to build 
up its economic strength as a basis for national 
security. The excess profits tax in particular, in 
addition to its many other inequities and defects. 
may have a direct inflationary effect because of 
the stimulus it gives to various kinds of business 
expenditure that can be paid for with 23 cent dollars 
(which Congress is about to cut to 18 cent dollars) . 
One of the main facts that we must bear in mind 
in planning the financial course for the remainder 
of the defense program is that the character of taxes 
is as important as the adequacy of the amount of 
taxes. 


Credit Restraints Were Late 


The third deficiency in policy in the past year was 
that measures to restrain credit expansion came later 
than they should have . . . Since Korea a number of 
quite strong measures have been adopted for the 
restraint of credit expansion . . . But even though 
Regulation X (for example) was imposed rather 
early in the defense effort, it was imposed, perhaps 
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in the year ending next June 30, Federal cash ex- 
penditures will be about $71 billion. Even if the 
rate of these expenditures should level out by next 
summer, expenditures in fiscal 1953 would be at 
least $10 billion higher still or around $81 billion. 
And there is a real possibility that expenditures 
in fiscal 1953 will exceed $90 billion. 


As of now, it is safe to predict that taxes will not 
be raised sufficiently to produce substantial Federal 
budget surpluses over budgets of such a size. More- 
over, it seems neither necessary nor desirable to do 
so. What is needed is a combination of higher taxes, 
expenditure curtailments, credit restraints and pri- 
vate savings that will keep inflationary pressure to 
a minimum, 


The balance of emphasis in this combination 
should properly shift as the program develops. 
In the first year of the defense program, it was 
appropriate to emphasize higher taxes in order to 
create a surplus. However, as the expenditure level 
rises and high tax rates bite more and more severely 
into incentives and savings, it is necessary to place 
more emphasis on restraint of expenditure, restraint 
of private credit and the promotion of savings. 


Two kinds of unrealism must be avoided in think- 
ing about the expenditure side of the Federal 
budget. One is the attitude that the Budget as it 
comes from the President early each year is untouch- 
able and that to cut one penny out of it would lead 
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to disaster. The budget proposals reflect judgments, 
not iron necessities. If greater weight is given to the 
need for economy than went into the original draft- 
ing of the budget, including military expenditures, 
ways can always be found to get along with less. 

On the other hand, there must be avoided the 
wishful thinking that whatever the situation, there 
can always be cut out of the budget enough to avoid 
the necessity for substantial tax increases. For the 
fact is that the government’s responsibilities at home 
and abroad will require large budgets for years to 
come and with them heavier tax burdens than we 
had ever thought possible in time of peace. 

The Committee for Economic Development for 
instance, suggested in a report some months ago 
that cash expenditures for fiscal 1952 could be held 
to about $68 billion. If the budget is held to that 
figure, the problem of keeping the budget in balance 
in fiscal 1952 seems manageable. A tax increase of 
the magnitude now proposed — about $5.5 billion — 
would probably give a small surplus in the Federal 
cash budget. 

Looking ahead to fiscal 1953, the problem becomes 
much more difficult, and hinges largely upon de- 
cisions now being made about the size and rate of 
the build-up of the military program. If, for ex- 
ample, military expenditures flatten out at about 
$10 billion higher in fiscal 1953 than in fiscal 1952, 
it would probably be feasible to balance the fiscal 
1953 budget with one more temporary tax increase. 

But, if the military program is, say $10 billion 
higher than that, there would be serious question 
about the possibility or wisdom of balancing such a 
budget. And at this point raising of the question of 
the appropriate level of military expenditures in a 
preparedness program cannot be avoided. It has 
been repeatedly stated that the strength and 
efficiency of the American economy is as basic an 
element in America’s preparedness as stocks of 
planes, tanks and shells. 

A military expenditure program of $60 billion 
raises a question whether we are not sacrificing the 
fundamental strength of the economy to a degree 
which weakens rather than increases our prepared- 
ness. Such a question cannot be answered, of course, 
without a well-founded estimate of the nation’s 
strategic position in the world today. But the 
answer to this question may be more important to 
financial developments in the next few years than 
any of the decisions now being made about financial 
policy more directly. 

During this fiscal year — with reasonable efforts 
at economy and prompt enactment of a tax bill of 
say $5.5 billion as provided in the Senate measure, 


we should be able to keep the cash budget approxi- 
mately in balance. For the near future, the danger 
seems to be not so much that the tax bill be too 
small, as that there will be enacted taxes of kinds 
which do relatively little good from the standpoint 
of controlling inflation and serious harm from the 
standpoint of increasing production. 

Despite the tone of much of the recent debate, the 
fundamental issue in the tax bill is not between the 
rich and the poor. The major interest of the low- 
income groups will be best served by controlling 
inflation with the least possible damage to produc- 
tion. A tax bill that is ineffective in the control of 
inflation and that holds down production is not in 
the interests of the low-income groups, or of any 
other group. 


Minimizing the Tax Burden's Effect 


It is, of course, impossible to add another $5 or 
$6 billion of taxes to the present tax burden with- 
out some adverse effects upon production. But these 
can be minimized by a program which, in contrast 
with the trend of recent legislation, would do three 
things: 

1. Place greater weight on excise and individual 
income taxes and less on the already overworked 
corporate tax. 

2. In taxing corporations, avoid increasing the 
excess profits tax rate and raise the standard rate 
instead. 

3. In taxing individuals, base the additional tax 
on the income left after present taxes are paid, and 
avoid repressively high marginal rates as much as 
possible. 

The tax bill adopted by the Senate comes closer to 
meeting these standards than did the House bill, 
although the Senate bill is still far from the tax 
program required by present conditions. Moreover it 
is important to note that the Senate apparently 
found it possible to avoid the worst defects of the 
House bill only by significantly reducing the total 
amount of additional revenue to be collected. This is 
not encouraging for the possibility of obtaining 
agreement on a tolerable tax program to meet the 
larger budget needs of fiscal 1953 and 1954. 

Alongside the program to balance the budget in 
the right way, the second plank in our financial 
policy should be effective restraint on the ex- 
pansion of credit. We must strive to prevent a 
recurrence of the condition which made possible 
the rapid credit expansion that occurred in the past 
year. 

If the policies already set in motion are adhered 
to, the prospects are good for holding the expansion 
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of private credit to moderate figures. Although the 
growing rate of private plan expenditures will be a 
source of additional demand for funds, the total 
demand for credit is unlikely to be as large as it was 
last year. Demand for credit expansion to finance 
inventory accumulations will almost certainly be 
down from last year. 

At the same time, restraints have been placed 
upon the supply of credit. The acceptance by the 
Treasury and the Federal Reserve of greater flex- 
ibility in the rates on government securities has been 
a major step forward and the Treasury and the 
Federal Reserve are to be congratulated on the way 
they have joined forces to combat a common enemy 
—credit and monetary inflation . . . the higher 
yields and lower prices of government securities 
have made banks, insurance companies and other 
institutions less willing to switch out of govern- 
ment securities into private loans and investment. 
The wholehearted support of the voluntary credit 
controls plan by the financial community has rein- 
forced the open-market policy, reduced pressure 
on the government securities market and given a 
needed selectivity to the entire program. 

The main question for the future of credit control 
is whether the Federal Reserve can continue to 
maintain its freedom of action. During the Spring 
and Summer of 1951 the Federal Reserve system 
has kept both its total holdings of government 
securities- and the reserves of the member banks 
approximately constant. 

But will the Federal Reserve be able to maintain 
this policy through the peak of the defense program 
in the face of the large borrowings in which the 
Treasury is inevitably engaged? In the next year 
the Treasury will be issuing almost $45 billion of 
securities to refund public marketable issues, and 
-annual refunding requirements are likely to be 
around this figure for several years. In addition 
maturities of savings bonds will average $6 billion 
a year in 1952-1954. And the Treasury will have at 
least seasonal deficits to cover with temporary 
borrowing. 

The Federal Reserve cannot maintain a hands-off 
policy toward the Treasury’s huge borrowing opera- 
tions. The Federal Reserve inevitably stands in an 
underwriting relation to the Treasury. If a market 
does not otherwise exist for a particular new issue 
at a particular moment, the Federal Reserve will 
have to become an active market factor. But this 
does not mean, and should not be interpreted to 
mean, that the Federal Reserve has to be a net 
buyer of government securities . . . the basic prin- 
ciple of debt management policy should be to adapt 
the issue to the market, not to adapt the market to 
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a predetermined pattern of rates. Otherwise, we 
shall find ourselves exposed again to the danger of 
rapid credit expansion. 

* & * * * 


The third and last main plank in financial 
policy for the defense program is the promotion of 
private saving. The defense program is not only a 
program for government procurement of equipment 
and training of personnel. It is also a program 
for building America’s productive capacity. This 
will require a high rate of private investment and 
therefore a high rate of private saving. On the one 
hand, we need to restrain credit to prevent invest- 
ment from being financed in an inflationary way. 
On the other hand, we need to promote saving to 
reduce consumption expenditure and to permit a 
high rate of investment to be financed without in- 
flation. Also, looking ahead beyond fiscal 1952, 
we must recognize the possibility of Federal deficits 
emerging at the peak of the defense effort. To get 
through this period we shall need a higher rate of 
saving. 

The prevailing attitude toward the promotion of 
savings has been defeatist. This defeatism is not 
justified. The background conditions for appealing 
to the American public to save are more favorable 
than at any time in the past year. As the size of the 
defense program becomes better known, there is less 
basis for unreasoning fear that all savings will be 
swept in a wave of inflation. Many steps already 
taken and being planned have increased confidence 
in ability to control the inflation. 

Against this background, a savings program 
planned with imagination and carried out with vigor 
could be highly effective. This program ought not 
to be exclusively a campaign for the sale of U.S. 
Savings bonds, although the savings bond would 
have a major role in the program . . . The problem 
is not basically one of offering another tenth of a 
point on savings bonds. The problem is to explain 
to the American people that savings now is one of 
the best ways in which they can help safeguard the 
nation’s security and their own security . . . 

When we come to the savings problem, we come 
directly to the force upon which we must fundamen- 
tally rely for the solution of all our problems in 
this world of problems —the understanding and 
free cooperation of the American people. We are all 
engaged in a common struggle to save our future 
and our civilization. In this struggle each of us 
has a responsibility far beyond obeying the laws 
and the regulations. We have a duty to understand 
the national effort and our individual position in 
it, and to make the greatest contribution to the 
national effort that our position permits. 
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